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This  is  a  summary  of  the  report  cited  above  for  inclusion  in  the  Proceedings  of  the  Sixth 
Annual  Acquisition  Research  Symposium  hosted  by  NPS  (May  2009).  The  report  itself  greatly 
exceeds  the  length  guidelines  for  the  Proceedings.  The  topics  raised  here  are  discussed  in 
greater  detail  within  the  body  of  that  report. 


Summary 

International  defense  industrial  affairs  are  becoming  increasing  global  and  increasingly 
complex.  This  report  is  a  continuation  of  the  authors’  efforts  to  provide  insights  and  analytical 
frameworks  useful  for  understanding  ongoing  developments  in  the  global  defense  market.1 

In  this  stage  of  that  overall  project,  we  focus  primarily  on  defense  industrial  firms  and 
their  relationships  with  their  sovereign  customers — considering  the  organization  of  Boeing  787 
development  and  production,  the  KC-45  aerial  tanker  competition,  and  European  defense  firms’ 
direct  investment  in  the  US  defense  market. 


Our  Cases 

In  the  787  case  (Section  II),  we  observe  that  even  experienced  companies  like  Boeing 
can  run  afoul  of  the  complexities  of  coordinating  a  multinational,  multiform  venture.  We  suspect 
this  problem  is  not  unique  to  Boeing,  and  will,  if  not  satisfactorily  addressed,  limit  the  scope  and 
success  of  multinational  projects  in  the  defense  sector  as  well. 

The  KC-45  (Section  III),  at  least  to  date,  seems  to  illustrate  a  new  weakness  of  defense 
establishments  relative  to  their  suppliers.  The  failure  to  successfully  award  a  KC-45  contract  to 
the  EADS-Northrop  Grumman  team  (after  protest  to  the  GAO)  raises  some  troubling  questions. 
Is  it  possible  to  award  a  protest-proof  contract  for  a  major  defense  system?  Doesn’t  the  buyer 
side  of  the  US  defense  market  more  resemble  a  quarrelsome  committee  than  the  classic  model 
of  the  sovereign  monopsonist?  With  increasingly  large,  winner-take-all  competitions,  what’s  the 
potential  for  procurement  gridlock — the  apparent  state  of  the  KC-45?  Will  the  concentration  of 
buyer  power  (through  smaller  numbers)  and  the  resultant  increase  in  agility  give  suppliers 
exploitable  advantages  over  their  customers? 

Our  discussion  of  foreign  direct  investment  in  US  defense  industries  focuses  on  three 
European  firms:  BAE,  EADS  and  Finmeccanica  (Section  IV).  Our  research  was  informed  in 
significant  part  through  confidential  interviews  with  high-level,  Washington-based  officials 


1  Previous  work  by  the  authors  includes  Echoes  across  the  Pond  (NPS-AM-08-002).  Monterey,  CA:  NPS, 
2008. 
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intimately  familiar  with  the  issues  at  hand.  The  central  theme  of  this  discussion  is  the  interplay 
between  the  motivations  for  these  firms  to  enter  the  US  defense  market,  the  US  regulatory 
environment  (which  constrains  such  entries),  and  the  corporate  strategies  intended  to  work  with 
(and  around)  those  legal  barriers. 

Our  discussion  of  these  three  firms  suggests  three  interesting  conclusions.  First,  entry 
into  the  US  defense  market  is  indeed  motivated  primarily  by  the  relatively  high  level  of  the  US 
defense  budget,  relative  to  those  in  Europe  (consistent  with  prevailing  conventional  wisdom). 
Second,  “Buy  American”  and  restrictions  on  direct  investment  have  proven  to  be  penetrable — to 
a  significant  degree.  Finally,  a  two-way  street  of  defense  industrial  trade  between  the  US  and 
Europe  appears  to  be  emerging  as  fully  fledged  reality — after  decades  of  heated  debate  and 
limited  progress. 

Conclusions 

Our  conclusions  follow.  Many  are  not  striking  (or  new  to  us),  but  taken  together,  we  feel 
they  are  significant  and  useful. 

Complexity  and  cost  have  changed  and  are  fundamentally  changing  the  nature  of 
economies  of  scale.  Production  runs  that  usefully  exploit  economies  of  scale  and  learning 
curves  are  increasingly  beyond  the  reach  of  single  nation-states.  Accordingly,  new  weapon 
systems  (such  as  the  Joint  Strike  Fighter)  have  increasingly  become  international  ventures — 
albeit  with  senior  partners.  On  the  supply  side,  defense  firms  have  undertaken  more  projects 
featuring  outsourcing  arrangements  and  strategic  partnerships.  In  addition,  the  number  of  first- 
tier  defense  suppliers  has  significantly  declined. 

Inter-firm  relationships  are  much  more  a  product  of  situation  and  project  type  than  by  the 
firm  boundaries  of  more  traditional  thought.  Even  very  large  firms  (such  as  Boeing  and 
Lockheed-Martin)  can  compete  in  some  areas  and  collaborate  in  others.  This  has  contributed  to 
the  increased  complexity  of  both  the  market  structure  and  the  management  of  major  projects. 

Finally,  the  combination  of  reduced  numbers  of  suppliers  and  the  complexity  of 
globalized  defense  markets  has  significantly  increased  the  market  power  of  defense  industrial 
suppliers  relative  to  their  (sovereign)  customers.  Among  other  things,  it  appears  that  the 
suppliers  have  been  more  agile  in  adapting  to  complexity  than  have  their  bureaucratic 
customers. 
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OUTLINE 


•  INTRODUCTION 

•  BOEING  787 

•  KC-45  COMPETITION 

•  FOREIGN  DIRECT  INVESTMENT  IN  US 
DEFENSE  MARKET 


-  BAE 

-  EADS 

-  FINMECANICA 

•  SOME  CONCLUDING  THOUGHTS 
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BOEING  787:  an  Extrapolation  From  the 
B777  Project 

CONTEXT:  THE  B-777  SUCCESS 

•  CARBON  FIBER  REINFORCED 
PLASTIC  (CFRP) 

•  EXTENSIVE  OUTSOURCING 

•  “PAPERLESS”  DESIGN 
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B-787,  ANEW  TYPE 


•  EXTENSIVE  USE  OF  COMPOSITES  (CFRP) 

•  INCREASED  FUEL  EFFICIENCY  (-20%) 

•  PASSENGER  AMENITIES 

-  HIGHER  HUMIDITY 

-  LARGER  WINDOWS 

•  EVEN  MORE  OUTSOURCING 

-  70%  OF  AIRFRAME 

-  ...  WITH  30  TIER  1  SUPPLIERS 

-  METHOD  OF  SHARING  RISK 

•  COMMERCIAL  SUCCESS,  MEASURED  BY  INITIAL 
ORDERS 
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SUPPLY  CHAIN  PROBLEMS 


•  RELIED  ON  PAST  RECORD  OF  “TRUSTED 
RELATIONSHIPS”  WITH  SUPPLIERS 

•  FAST-PACED  PROGRAMS 

•  INSUFFICIENT  MONITORING 

•  DELAYS  FOR  FIXING 
■^MID-PROJECT  VERTICAL  INTEGRATION 


-  SOME  ASSEMBLY  AND  SYSTEMS  INTEGRATION 
FUNCTIONS  RETURN  TO  BOEING 


•  BENEFITS  NONETHELESS,  SUCH  AS  FACILITATING 
INNOVATION  IN  LOWER  TIERS 
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IMPLICATIONS  FOR  DOD 


•  GLOBALIZATION  AS  FACT 

•  CONTINUING  IMPORTANCE  OF  BEING  A 
KNOWLEDGEABLE  CUSTOMER 

-  ...  FOR  BOTH  INTERMEDIATE  AND  FINAL 
PRODUCTS 

-  ...  WITH  IMPLICATIONS  FOR  HUMAN  CAPITAL 
POLICY 

•  EMULATING  SUCCESSFUL  “COMMERCIAL 
PRACTICES”  IS  NO  PANACEA 


-  E.G.,  BETTER  TO  HAVE  EMULATED  TOYOTA 
THAN  EXTRAPOLATED  FROM  THE  777 
PROJECT 
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KC-45  CONTEXT 


•  AERIAL  REFUELING  AS  A  CORE  COMPETENCE  ... 
SINE  QUA  NON  OF  POWER  PROJECTION 

•  AGING  OF  KC-135  FLEET 

-  RISKS  OF  HIGH  COSTS,  LOW  AVAILABILITY 

-  ILLUSTRATED  BY  CURRENT  KC-135Es 

•  KC-767  LEASING  OPTION 

-  STARTING  RECAPITALIZATION 

-  HEDGE  AGAINST  KC-135  FAILURE 

-  ...  A  RATHER  BIZARRE  ENDING 
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KC-X”  COMPETITION 


“Key  Performance  Parameters”,  AND  “Best 
Value” 


FINAL  RFP,  31  JAN  2007 

-  NG-EADS  OBJECTION  TO  ORIGINAL  RFP 


EXTENSIVE  PUBLICITY,  LOBBYING 
CAMPAIGNS 


-  TO  INCLUDE  A  KC-30  OFFSET  PACKAGE 


AWARD  TO  KC-30,  29  FEB  08  ...  CLOSE 
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BOEING’S  PROTEST,  11  MAR  08  ...  SUSTAINED 


•  GROUNDS  FOR  PROTEST  INCLUDED  ... 

-  WEIGHTING  OF  “EXTRA”  FUEL  AND  PASSENGER 
CAPACITY 

-  EVALUATION  OF  RISKS 


-  COST  ASSESSMENTS 


-  EFFECTS  OF  BASING  CHARACTERISTICS 
(ESPECIALLY  RAMP  SPACE  NEEDS) 

•  SUSTAINED  BY  GAO,  18  JUN  08 


-  “SUBSTANTIAL,”  SIGNIFICANT  ERRORS 

-  SEEMED  TO  GO  BEYOND  KEY  BOEING 
ALLEGATIONS 
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ABORTIVE  NEW  COMPETITION 


•  “AMENDMENTS  AND  CLARIFICATIONS” 
TO  RFP  ISSUED,  6  AUG  08  ...  WITH 
SOURCE  SELECTION  LATE  2008 

•  BOEING  THREATENS  TO  PULLOUT  ... 
INSUFFICIENT  TIME  FOR  COMPETITIVE 
PROPOSAL 


•  UPDATE:  COMPETITION  SLIPPED 


•  CURRENT  STATE:  MULTIPLE  VETO 
HOLDERS  ...  GRIDLOCK? 
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SOME  HYPOTHESES,  AS  QUESTIONS 


•  ARE  PROTESTS  INEVITABLE? 

-  VERY  SMALL  NUMBER  OF  LARGE,  WINNER- 
TAKES-ALL  COMPETITIONS 

•  IS  A  PROTEST-PROOF  SELECTION  CONSISTENTLY 
ACHIEVEABLE? 

-  COULD  NG-EADS  HAVE  SUCCESSFULLY 
PROTESTED  AN  AWARD  TO  BOEING? 

-  IS  “PERFECTO”  CONSISTENTLY  DOABLE? 


•  SHOULD  WE  RECONSIDER  THE  STANDARD 
MODEL? 


-  SOVEREIGN  MONOPSONIST  VS.  COMPETITORS 

-  QUARRELSOME  COMMITTEE  VS.  AGILE 
OLIGOPOLISTS 
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RECOMMENDATIONS 


•  RESOLVING  THE  KC-45  GRIDLOCK 

-  DUAL  SOURCING? 

-  OUT-OF-COURT  SETTLEMENT? 

•  GLEANING  LESSONS  LEARNED 

-  FORENSIC  CASE  STUDY  ...  THAT  GOES 
BEYOND  AIR  FORCE  LESSONS  LEARNED 
EXERCISE 


-  ...  LOOKING  FOR  MULTIPLE  CAUSES  AND 
SYSTEMIC  FAILURES 

•  UNDERSTAND  THAT  MAJOR  SOURCE 
SELECTIONS  ARE  INDUSTRIAL  POLICY 
MEASURES 
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FOREIGN  DIRECT  INVESTMENT  IN  US 
DEFENSE  INDUSTRIES 


•  LEGISLATIVE  AND  REGULATORY 
FRAMEWORK 


•  THREE  CASES:  anonymous  interviews 

-  EADS 

-  FINMECCANICA 

-  BAE 


•  SOME  OBSERVATIONS 
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LEGISLATIVE  &  REGULATORY 
FRAMEWORK 


•  WWI:  SEIZURE  OF  GERMAN  ASSETS,  ON 
NATIONAL  SECURITY  GROUNDS 

•  TRADING  WITH  ENEMY  ACT  (TWTE)  ALSO 
APPLIED  IN  WWII 

•  REVIEW  COMMITTEE  (CFIUS) 
ESTABLISHED  1975 


•  TWTE  AMENDED  IN  1977 

•  SUBSTANTIAL  TWO-WAY  FDI  FOR  US 
(ESPECIALLY  1980s  AND  BEYOND) 
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Legislative  &  Regulatory  Framework  (cont) 


•  EXON-FLORIO  AMENDMENT  (1988) 

-  STRUCTURE  FOR  CFIUS  REVIEWS 

-  ...  WITH  BROAD  MANDATE 


•  BYRD  AMENDMENT  (1992) 

-  MOTIVATED  BY  CSF-THOMSON’S  PROPOSED 
ACQUISITION  OF  LTV 


•  FOREIGN  INVESTMENT  AND  NATIONAL 
SECURITY  ACT  (FINSA,  2007) 
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EADS  (European  Aeronautic  Defence  and 
Space  Company) 


•  EADS’  North  American  Business  Lines:  aerial 
tankers,  rotorcraft,  transport  aircraft,  defense 
electronics,  space 

•  INTERVIEW  COMMENTS 

-  SUPERIORITY  OF  A330  VS.  B767 

-  FACILITIES  FOR  KC-30  ASSEMBLY 

-  EADS  AS  GLOBAL  COMPANY 

-  ABILITY  TO  SATISFY  ITAR  REQUIREMENTS 


efense  Acquisition  in  Transition 

iLH  ANNUAL  ACQUISITION  RESEARCH  SYMPOSIUM 


May  12-14,  2009 
Monterey,  CA 


EADS  STRATEGEMS 


•  LEAD  WITH  OFFSETS  (relabeled  if  needed) 

-  CUSTOMER  HAS  RIGHT  TO  “DOMESTIC 
RETURN”  FROM  FOREIGN  PRODUCTS 

-  ...  WITH  A  MAJORITY  OF  US  CONTENT 


•  ADAPTING  TO  THE  MARKET 


-  ENTRY  TO  THE  DOLLAR  AREA 


-  US  PARTNERS  (SUCH  AS  NG)  TO  PROVIDE 
“FIREWALLS”  FOR  SATISFYING  US 
TECHNOLOGY  REGULATIONS 
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FINMECCANICA 


•  CORPORATE  STRATEGY  BASED  ON  ALLIANCES 
WITH  OTHER  FIRMS 

•  VIEW  OF  NORTH  AMERICA 

-  OFFSETS  DON’T  RULE;  QUALITY  DOES 

-  RIPE  FOR  INVASION 

•  US  FIRMS  OVERLY  DEPENDENT  ON  DOD’s 
FMS  STRUCTURE  ABROAD  AND  SIZE  OF 
DOMESTIC  MARKET 


•  AGING  WORK  FORCES 


•  ADAPTED  TO  HIGHLY  BUREAUCRATIC 
PROCESSES 


-  ITAR  OBJECTIONABLE,  FOR  A  NUMBER  OF 
REASONS 


AGILE  NICHE  PLAYERS  CAN  THRIVE 
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BAE  SYSTEMS 

REINCARNATION  OF  GENERAL  DYNAMICS? 

-  AGGRESSIVE  ACQUISITION  STRATEGY  ... 
PREFERABLY  SUCCESSFUL  US  FIRMS 

-  ...FOR  GROWTH  AND  DIVERSIFICATION  “TO 
MEET  THE  NEEDS  OF  ALL  MILITARY 
SERVICES” 

OFFSETS  RULE:  “necessary  to  focus  on  creating 
jobs” 

LOOKING  LIKE  AN  AMERICAN  COMPANY 

-  BOARD  OF  DIRECTORS 

-  COMPLIANCE  WITH  SECURITY  REGIME 

-  PLAYING  THE  POLITICAL  GAME 
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THOUGHTS  ON  THE  “CASES” 


•  WHAT  MAKES  US  MARKET  ATTRACTIVE? 

-  PUSH:  THE  EXPORT  IMPERATIVE 

-  PULL:  US  DEFENSE  MARKET;  PROSPECTS  OF 
US  PARTNERS 

•  OVERCOMING  OBSTACLES? 

-  WORKING  AROUND  REGULATORY  BARRIERS 

-  PRODUCTION  FACILITIES  IN  US 

-  FINDING  GOOD  NICHES 

•  A  REAL  TWO-WAY  STREET? 


efense  Acquisition  in  Transition 

£_H  ANNUAL  ACQUISITION  RESEARCH  SYMPOSIUM 


May  12-14,  2009 
Monterey,  CA 


CLOSING  THOUGHTS  FOR 
THE  REPORT 


•  DEFENSE  INDUSTRY  INCREASINGLY 
INTERNATIONAL,  AND  INCREASINGLY 
COMPLEX  (NOT  ORIGINAL) 

•  INCREASING  SIZE  (AND  RISK)  OF 
PROJECTS  -  RELATIVE  TO  SIZE  OF 
FIRMS 

•  RISE  OF  “CO-OPETITION” 
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(MORE)  CLOSING  THOUGHTS 


•  RISE  OF  THE  FIRM,  AT  EXPENSE  OF  THE 
“SOVEREIGN”  CUSTOMER? 


•  PROBLEMS  FOR  DEFENSE 
ESTABLISHMENTS 


-  ADAPTING  THE  BUREAUCRACY  TO  THE  NEW 
ENVIRONMENT  -  INDUSTRIAL  AND  MILITARY 
AFFAIRS 

-  BEING  A  FULLY  KNOWLEDGEABLE 
CUSTOMER 
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